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INTRODUCTION 



1 This document discusses and seeks comments on a number 
of important issues concerning the interconnection 
arrangements between BT and other network operators and 
service providers. BT’s network is the most comprehensive in 
the UK and will remain so for the foreseeable future. The 
terms and conditions on which operators can interconnect with 
BT are therefore of vital importance to the further development 
of a competitive telecommunications market in the UK - and to 
OFTEL’s key policy objective of obtaining the best possible 
deal for the end user in terms of quality, choice and value for 
money. 



2 Issues concerning interconnection have been brought 
sharply into focus by the Government’s decision in 1991 to end 
the duopoly in fixed links and to open the UK 
telecommunications market to greater competition. These 
issues were set out in the then Director General’s statement of 
9 June 1992 Policy on Separation and Interconnection and this 
document takes forward the work anticipated in that statement. 



3 OFTEL considers that the proposals in this document will 
be relevant for interconnection arrangements in the short to 
medium term. There are still distortions in the 
telecommunications market arising, inter alia, from BT’s 
dominant market share and the regulatory constraints on it, for 
example, the rate at which it is pennitted to rebalance its prices 
in line with costs. Competition is, however, now developing 
from both existing operators (eg the mobile and cable 
companies) and new entrants following the end of the duopoly. 






It is believed that over the next price control period (August 
1993 to July 1997) a competitive market will become more 
fully established and the regulatory controls proposed in this 
document will need to be adjusted accordingly. 



4 It is OFTEL’s view that four fundamental criteria need to 
be met in interconnection arrangements: 



arrangements should be transparent in the sense 
that charges should be published and operators 
should understand how charges relate to costs 



charges should be efficient and sustainable 



arrangements should not be unduly discriminatory 
either between competing operators or between BT 
and other operators 



sufficient information should be available to give 
operators confidence in the arrangements reached 



5 This document explores these issues. It is in two parts: 

Part 1: a statement by OFTEL of the principles it believes 
should apply to interconnection arrangements in a multi 
operator and multi service provider market, together with a 
description of the action OFTEL proposes to take to apply 
these principles. This section of the document explains why 
OFTEL is not proposing structural separation and why 
incentive regulation will not be undermined by its proposals; 

Parti: proposals for consultation. The issues on which 
OFTEL is seeking views are set out at paragraph 78 of the 
document. They concern the detailed implementation of the 
proposals outlined in the statement. 
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Background 

6 The White Paper published by the Secretary of State 
for Trade and Industry in March 1991, Competition and 
Choice: Telecommunications Policy for the 1990s (the 
Duopoly Review White Paper Cm 1461), concluded that 
the duopoly policy should be ended and that the 
Government would consider, on its merits, any application 
for a licence to offer telecommunications services over 
fixed links within the UK. Since then about 60 
applications have been received and 20 new licences 
granted. These encompass a wide range of proposed 
services, for example long distance transmission, provision 
of local telephony and a wide variety of data and value 
added services. The terms and conditions on which new 
entrants can interconnect with all elements of the BT 
network are clearly a key issue for them, particularly as 
BT has about 97% of local terminations and the most fully 
developed long distance network in the UK. It is also 
important that interconnection arrangements are equitable 
between BT and competing operators. 

7 In the first instance, interconnection matters are for 
commercial negotiation between the parties concerned. If 
such negotiations fail, the Director General can determine 
some or all of the terms of an agreement, and Condition 
13 of BT’s licence lays down the basis on which he may 
do so for operators wishing to interconnect with BT. BT 
is entitled under Condition 13 to charges covering the 
fully allocated costs of providing the service, including 
relevant overheads and a reasonable rate of return on 
attributable as.sets. The tenns and conditions of any 
determination are normally published. The rationale 
behind this approach is to ensure that the regulatory 
authorities do not intervene in commercial matters more 
than is necessary. 

8 When the then Director General published a 
consultative document in January 1992 on BT’s price 
controls, commentators expressed concern about the 
interconnection arrangements on the following grounds; 

(a) there should be published infonnation on the terms and 
conditions under which interconnection with the BT 
network was possible. In particular, it was stressed 
that more information was needed on the relationship 
between BT’s costs and its interconnection charges. 



(b) regulatory arrangements should be in place to ensure 
that BT did not discriminate either between competing 
operators or between itself and competing operators. 
Particular concern was expressed over the relationship 
between BT’s interconnection charges and its retail 
prices, given BT’s ability to offer volume discounts to 
retail customers might mean it was notionally charging 
itself less for the use of its network than competing 
operators. 

(c) the inequality of bargaining power between BT and 
competing operators meant that negotiations were 
bound to be difficult and lengthy. 

9 These concerns were addressed in the then Director 
General’s June 1992 statement on separation and 
interconnection. The statement proposed that the 
problems should be tackled through accounting separation 
and announced a consultancy study to advise OFTEL on 
these matters. This document is based on that study and 
subsequent investigative work undertaken by OFTEL. 

Measures already taken to improve 
transparency 

10 Measures have already been taken to ensure greater 
transparency in interconnection arrangements and thus 
enhanced market information. These are: 

(a) the June 1992 statement indicated that when 
interconnect determinations were made, the Director 
General would publish not only the terms of the 
determination but also as far as possible the reasoning 
behind the decisions 

(b) in March 1993, BT’s licence was modified to require 
BT to publish either full interconnection agreements or 
“an adequate description of the interconnection 
arrangements provided for by the agreement and the 

precise method of calculation of the charges such as 

to enable those charges readily to be calculated by a 
third party”. 

(c) BT has also agreed to publish information about its 
cost allocation methodology. This will be published 
by 30 June to help inform the debate on this document 

(;d) BT has also agreed to publish information about its 
network. The details are still under discussion with 
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OFTEL but a statement should be published shortly. 

There will be three tiers of information: first, a general 
description of BT’s network which will be available to all 
those having an interest in interconnection; second, more 
detailed information available to those holding licences 
under the Telecommunications Act; and third, precise 
information revealed to licensed operators actually 
undertaking negotiations on interconnection with BT. 

BT will also give operators reasonable advance notice 
of its network planning programme. 

11 These measures will help to increase the amount of 
information available in the market but OFTEL believes 
that the proposals set out in this document are also 
necessary to achieve adequate transparency for 
interconnection purposes. 

OFTEL’s approach to standard 
published charges 

12 In its filing for a licence in the United States, BT has 
indicated that it is proposing, subject to OFTEL approval, to 
publish local access tariffs with standard prices for the 
services and facilities commonly required by operators 
seeking interconnection of their system to BT’s. BT is also 
proposing that the local access tariffs should be cost justified 
and approved by OFTEL. BT is understood to recognise that 
a change from the current regime of individually negotiated 
interconnection charges to a tariff regime would require 
modification by the Director General of BT’s licence which 
would be subject to a public consultation process. Some 
other operators have also been calling for the establishment 
of standard charges. 



of other operators on the methodology by which the 
charges are set. OFTEL believes that the retention of the 
current determination process for interconnection 
agreements is the best way of achieving this, at least for 
the time being. 

(b) Standard charges, agreed in advance with the regulator, 
could lead to unnecessary rigidities and inflexibilities in 
the fast moving UK telecommunications market. 

OFTEL would not want to constrain novel and 
innovative use of the network by too rigid a set of 
standard charges. 

14 OFTEL takes the view that standard charges should 
evolve from a combination of actions, one of which would 
be BT’s publication of charges. Other actions would 
include the publication of interconnection agreements and 
OFTEL determinations, and the provision of additional 
information from BT about what BT charges itself for the 
use of its network. This document sets out a number of 
proposals relating to this last proposal. 

15 It has been argued that retention of the determination 
process could lead to interconnect charges being constantly 
ratcheted downwards by individual operators. OFTEL does 
not believe this will occur because under its licence BT will 
still be entitled to recover the full costs of providing 
interconnection, subject to the proposals put forward in 
paragraphs 34 and 55 below. 

STATEMENT 

OFTEL’s policy objective 



13 OFTEL welcomes BT’s proposal to move towards 
standard published interconnection charges. It considers 
this to be a very positive step in the provision of 
information and hopes that BT will publish its standard 
charges as soon as possible. However, OFTEL does not 
consider that agreement of the charges by the regulator 
should be a precondition to publication for the following 
reasons: 



(a) the method by which standard charges are set is not 
just a matter for BT and the regulator to agree 
bilaterally. Account also needs to be taken of the vj 




16 OFTEL’s overall objective, and that of UK 
telecommunications policy, is to obtain the best possible 
deal for the end user in terms of quality, choice and value 
for money. This objective is to be pursued principally by 
promoting efficient competition, so that customers are 
served by the operator which provides services most closely 
matching their needs at the lowest cost. Key actions in 
promoting such competition are the establishment of the 
terms and conditions on which operators can interconnect 
T’s network and the making available of information 
ch terms and 
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Promotion of efficient competition 

17 OFTEL believes that efficient competition is most 
likely to be achieved if interconnection arrangements have 
the following characteristics: 

(a) There should he transparency in the sense that charges 
should be published along with sufficient infoimation 
about the methodology by which they have been set to 
allow an operator to understand how they relate to the 
underlying costs. 

(b) Charges should he ejficient and sustainable in that 
they should be set at a level such that no over or under 
recovery of BT’s costs would generally result. In this 
context, it is necessary to recognise the impact of the 
current regulatory constraints which prevent BT from 
rebalancing its retail prices fully. These constraints 
lead to BT’s accounts showing a deficit in its Access 
business, (connections and rentals). Interconnection 
charges therefore need to include an element for the 
recovery of the deficit where appropriate. The detailed 
regulatory arrangements are set out in Condition 13 of 
BT’s licence and include a power for the Director 
General to waive access deficit contributions (ADCs) 
in certain circumstances. 

(c) Charges and other interconnection arrangements 
should not he unduly discriminatory. Operators should 
face similar charges and terms of service for the use of 
the network to those BT applies to itself for equivalent 
services. 

(d) Operators should have confidence that the 
arrangements are equitable. OFTEL believes that 
improving the availability of information has a key 
role to play in this, together with recourse to effective 
and timely regulatory action, where appropriate. 

18 OFTEL has considered the future of interconnection 
arrangements against these criteria. 

structural separation 

19 There would clearly be a number of different ways to 
meet the criteria in paragraph 17. It has been suggested that 
structural separation of BT would be the preferable approach. 

20 Two options have been canvassed: separation between 
local and long distance operations and separation between 



network and retail activities. The development of local 
competition in the UK means local/long distance separation 
would not be as appropriate for the UK as it is in countries 
which restrict local competition. If the network were to be 
separated from retail activities, there would remain regulatory 
questions about the terms and conditions of access to the 
network, so structural separation would not solve all of the 
problems of interconnection by itself. Moreover, there may 
well be benefits to telecommunications users from the 
exploitation of economies of scope by companies offering 
integrated network and retail services. OFTEL therefore does 
not advocate structural separation. OFTEL believes that the 
key issue is whether interconnection arrangements meet the 
criteria set out in paragraph 17, particularly transparency and 
non- discrimination. OFTEL considers that these issues can 
be addressed through separate accounting for a number of 
BT’s activities. 

Accounting separation 

21 If accounting separation is to be used to achieve the criteria 
in paragraph 17, transfer charging arrangements will be needed 
for transactions between parts of BT’s business. However, if 
these transfer charges were based on the costs incurred by BT 
in conveying calls, a potential difficulty would arise because 
BT’s own retail tariffs do not reflect such costs. The 
opportunities for competitive entry would then be determined 
by tariff anomalies rather than underlying costs. BT’s tariffs 
are distorted by three factors: 

(a) there are regulatory constraints on the rebalancing of 
BT’s tariffs such that exchange line rentals do not 
cover their associated costs, while calls are priced 
significantly above costs. This problem has, however, 
been addressed by the arrangements for payment of 
ADCs by competing operators (see paragraph 17(b)). 

These payments should prevent the distortions in tariffs 
from encouraging inefficient entry. 

(b) charges are averaged. They do not vary across the 
country although costs vary. 

(c) BT’s local call charges are determined in relation to its 
local call charge areas, which bear little relationship to 
the underlying costs of modem networks as they are a 
legacy of the time when BT’s network was 
predominantly based on analogue technology. 
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22 With interconnection arrangements which include a 
provision for payment of ADCs, unbalanced tariffs should 
not be a barrier to accounting separation. Indeed, the 
existence of ADCs, and the implicit levying of ADCs by 
BT on its customers, makes all the more important the 
establishment of a mechanism which will enable 
competitors to establish whether or not they are being 
treated in a non-discriminatory manner. The other 
concerns outlined in paragraph 21(b) and (c) above affect 
the arguments about the precise way in which 
interconnection charges should be set and the speed at 
which tariff anomalies should be eradicated. These issues 
are dealt with more fully in paragraphs 49 to 55. 

23 Having concluded that the current lack of alignment 
between BT’s costs and its charges is not a barrier to 
accounting separation and transfer charges between 
different BT businesses, OFTEL has given close 
consideration to three approaches to accounting separation. 
The first approach involved building on BT’s own 
Financial Results by Service (FRBS); the second 
accounting by retail activities, and the third, an accounting 
separation of BT’s retail and network activities. 

Publication of the FRBS 

24 Under BT’s licence, the FRBS accounts are reported 
to OFTEL but not published on a routine basis. The FRBS 
show accounts for BT’s retail activities separately (eg 
business and residential access, local, national and 
international calls, private circuits, public pay phones and 
interconnect transactions with other operators). BT has 
suggested publishing the FRBS regularly together with 
information on Access Deficit Contributions relating to 
each activity. This would expose the various costs and 
revenues of each of BT’s retail services and of its 
interconnection account. However, because there would 
be no identification of use of network costs within each 
retail service account, it would not provide any assurance 
about cost apportionment or that BT was charging itself 
the same as competitors for similar network services. The 
FRBS is based on types of service rather than network 
elements and this is also a limitation, in that the latter is 
clearly more relevant to the needs of interconnecting 
operators (the various elements of the network are 



considered in more detail under paragraphs 49 to 55 
dealing with charging arrangements). It is therefore 
OFTEL’s view that publication of the FRBS would not 
meet the criteria in paragraph 17. 

Accounting by retail activity 

25 The second approach considered by OFTEL - 
accounting by retail activity - would involve separation by 
type of calls eg local, trunk and international calls. 
However, such a division is becoming increasingly 
outdated as network configurations change. For example, 
the elements of the network used by local calls are 
increasingly similar to those used by trunk calls. Such a 
division would also not disclose the costs that BT covered 
in its local call charges. 

BT- Network and BT- Retail 

26 The third option which OFTEL has examined is 
separate accounting for BT’s retail and wholesale 
activities. Retail activities are those involving the selling 
of services to the end user. ’Wholesale activities involve 
selling services to other operators which in turn retail 
those services together with their own. Wholesale 
activities therefore include not only use of BT’s network 
but also other services necessary for the running of a 
network, for example BT’s Numbering Information 
System (and various services associated with that) and its 
Emergency Services. The accounts for BT’s wholesale 
services would need to include these activities separately. 

27 OFTEL's preferred approach is for BT to account 
separately for retail and wholesale activities, because this 
would remain a relevant division of activity as network 
configurations change. It would also have the advantage 
of allowing transfer charges to be established for the 
network elements used by BT’s local calls. Local 
competitors would therefore be able to see a comparison 
of BT’s transfer charges with their interconnection 
payments. The rest of this document uses the temis BT- 
Network (covering its wholesale activities) and BT-Retail 
and focuses on the issues arising from such an accounting 
separation. 
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28 In order to ensure that separate accounting for BT- 
Retail and BT-Network meet the criteria in paragraph 17, 
the separated accounts would need to: 

(a) be based on a transparent cost apportionment 
methodology so that operators could understand more 
fully the relationship between costs and charges. The 
principles on which BT might apportion its costs are 
discussed in paragraphs 56 to 65. 

(b) be sufficiently disaggregated particularly for the BT- 
Network account, so that operators could identify the 
elements they needed to purchase. The appropriate 
level of disaggregation is discussed further in 
paragraphs 66 to 73. 

(c) include transfer charges between BT-Retail and BT- 
Network activities for services BT provides to itself 
and to disclose equivalent transactions with competing 
operators. It would not be sufficient for these charges 
to be in an aggregate form; BT would therefore need to 
publish its own transfer charges for the use of 
individual elements of the network. 

(d) be published. The June 1992 statement proposed that 
the first separated balance sheets and profit and loss 
statements should be issued at the end of the financial 
year 1993/4. OFTEL believes this timetable should 
still be pursued while recognising that ail the 
information called for might not be available by the 
end of 1993/4 . 

29 For the reasons given in paragraph 22 above, OFTEL 
also considers that a separate access account will be 
needed to show BT’s deficit in this activity and to make 
transparent the contributions made by BT and other 
operators to the funding of this deficit. 

30 OFTEL’s view is that accounting separation of BT- 
Retail, BT-Network and Access activities would best 
provide the transparency necessary for BT and its 
competitors to agree sustainable, efficient and non- 
discriminatory charges for interconnection. Some 
initial information should be issued at the end of 1993/4 
although full separate accounts may take longer to put 
in place. The separate accounts should be based on a 
transparent cost apportionment process suitably 



disaggregated, should include transfer charges and be 
published annually. OFTEL intends to propose licence 
modifications to give effect to these proposals. 

Non discrimination 

31 OFTEL recognizes that it is necessary for competing 
operators to have confidence that BT is not unduly 
discriminating between itself and competing operators or 
between one competitor and another when providing 
similar services. Condition 17 of BT’s licence prohibits 
such behaviour and paragraph 17.2 explicitly provides that 
BT “may be deemed to have shown... undue preference or 
to have exercised... undue discrimination if it unfairly 
favours to a material extent a business carried on by it....” 

32 There is a growing concern about the apparent tension 
between Condition 13 of BT’s licence (which provides 
that interconnection charges shall include fully allocated 
costs attributable to the services to be provided including 
relevant overheads and a reasonable rate of return on 
attributable assets) and Condition 17A under which BT 
will ultimately be able to move its retail charges to high 
volume customers down to incremental cost. In addition, 
strong concerns have been expressed that recent short term 
price reductions by BT, notably the 'Sunday Special' and 
'BT Local Special' offers, have not been reflected in the 
rates paid by interconnecting parties. BT has, it is 
claimed, had access to its network on more favourable 
terms than those available to others. 

33 The publication of interconnection agreements and the 
results of any determination process, together with the 
publication of the BT-Network account, BT’s internal 
transfer charges and the disaggregated costs on which 
these are based, will go a long way to providing operators 
with confidence that they are not being discriminated 
against. Special offers and discounts in retail prices are 
clearly beneficial to customers and OFTEL believes that 
they should continue. It is, however, concerned to ensure 
that, in doing so, BT should not be discriminating against 
its competitors, even in the short term. 

34 OFTEL will therefore be proposing a licence 
modification to BT requiring that where BT offers new 
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retail prices, including special offers and volume 
discounts, it publishes the BT-Network charge included 
in the retail price and makes that charge available to all 
interconnecting operators on a similar basis. The 
licence modification will also require BT to publish the 
ADC it is by implication charging itself and to charge 
other operators similarly where those operators are 
paying ADCs. To make the position clear in the licence, 
OFTEL will also be proposing a licence modification to 
ensure that non-discrimination in interconnection 
arrangements extends not only to charging issues but 
also all other terms of service, including quality and 
delivery timetables. 

35 The approach outlined in paragraph 34 means that BT 
will be able to set interconnection and transfer charges at 
whatever level it wishes, provided that similar ternis are 
made available to competitors. However, if BT were to set 
transfer charges above fully allocated costs (the amount its 
licence entitles it to recover), competing operators could 
ask for a determination under Condition 13 of BT’s licence. 
Interconnection and transfer charges are therefore likely to 
be set at fully allocated costs or a lower amount where BT 
chooses to charge itself a lower amount. It follows from 
this that the cost allocation methodology employed is 
crucial in ensuring that interconnection charges are set at an 
appropriate level. Paragraphs 56 to 65 deal with this issue. 

36 The question has also arisen as to when similar non- 
discrimination requirements might apply to operators other 
than BT. This should not be a problem because the licences 
for new operators include an obligation to interconnect on 
terms which do not show undue preference or 
discrimination. 

37 Since BT is already introducing a series of special 
offers, OFTEL intends in the very near future to 
propose the licence amendments, outlined in paragraph 
34, to BT . 

Appropriate Form of Price Controi 

38 Concern has been expressed that the introduction of 
accounting separation might have adverse effects on the 
incentives for BT to improve its efficiency. The main 
control on BT’s prices at present is the price cap on retail 
prices, by which prices are permitted to rise by an amount 



equal to the inflation rate minus a specified factor (the 
RPI-X formula). Price control of this form has been 
adopted because it has good incentive properties, and 
it is not the intention of OFTEL that the move towards 
accounting separation should have the effect of 
undermining these incentives. 

39 It has been argued that accounting separation could 
lead to the effective replacement of the retail price cap by 
a control on network charges because the majority of BT’s 
costs would effectively be subject to the control set out in 
Condition 13 (ie fully allocated co.sts including relevant 
overheads and a return on capital). This, it has been 
argued, would reduce the incentive properties of the price 
cap and represent a move from price control regulation to 
cost plus, or rate of return regulation. 

40 One way of avoiding this difficulty would be to 
introduce a price capping arrangement for network 
charges. In the long term this might be an attractive 
solution, but on the information currently available to it, 
OFTEL would not intend to reopen the retail price caps 
agreed for 1993 to 1997. 

41 The incentive properties of the current price control 
aiTangements should continue to operate, as BT’s main 
means of meeting the control would be to reduce network 
costs and hence transfer charges. However, there are, in 
principle, two ways in which the incentive arrangements 
might cease to work. First, a move to effective control of 
network charges might lead to BT not attempting to 
reduce its costs in a way that allowed it to meet the retail 
price cap. Relatively high costs at the network level would 
be transferred to the retail part of the business, with the 
result that the retail part of the business would be loss 
making after retail prices had moved to meet the overall 
price control. OFTEL does not consider this is likely to 
happen. If it did, OFTEL would propose a licence 
modification to enable it to take appropriate regulatory 
action if BT’s returns at the retail level were shown to be 
inadequate. 

42 Secondly, and perhaps more importantly, under price 
control regulation the company has an incentive to try to 
reduce its costs more quickly than is implied by the price 
control formula, since under this form of regulation it is 
able to keep for a period any supernormal profits so 
earned. The fear is that a movement towards control of 
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the rate of return earned on network services might reduce 
the incentive for BT to reduce its costs. As network costs 
were reduced, this form of control would lead to an 
immediate reduction in network charges and any 
supernormal profits would not be retained at the network 
level. 

43 However, the effect of competition on the incentives 
facing BT should also be considered. If competition were 
well established at the retail level, there would be little 
incentive for BT to reduce network charges and generate 
supernormal profits at the retail level, because they would 
quickly be eroded. But if BT-Network faced the same 
degree of competition, the main incentive on BT to reduce 
costs would come from competition rather than price 
control. 

44 The level of investment proposed by new entrants 
suggests that, in the development of the UK 
telecommunications market, BT appears likely to face 
competition from a number of operators, who will 
compete for the business of BT’s customers and provide at 
least some of their own infrastructure in competition with 
BT-Network in due course. The development of retail and 
network competition is therefore likely to be broadly 
simultaneous. This implies that, if retail competition 
became fierce enough to remove retail supernormal profits 
the pressure from competition on BT to minimise network 
costs would be sufficient that incentive regulation would 
no longer be a major concern. 

45 Until competition reaches this stage of development, 
at either the retail or the network level, it seems likely that 
BT could retain, at least for some time, supernonnal 
profits earned through increased efficiency. 

46 OFTEL believes that accounting separation will not 
have adverse effects on the incentive properties of the 
price control arrangements, at least during the period in 
which the price control provides the main incentive for BT 
to improve its efficiency. The position will, of course, 
need reassessment in 1 997 when the price controls are 
reviewed and it may then be that a price cap for network 
services would be appropriate. 

47 OFTEL views the retention of the incentive properties 
of price control as very important. However, it does not 
regard the incentives as being fundamentally at risk through 
the adoption of its proposals for accounting separation. 



Accordingly, on the information currently available to it, 
OFTEL has no reason to reopen issues about the level of the 
retail price caps prior to the expiry of the next price control 
period in July 1997. 

PROPOSALS FOR CONSULTATION 

48 This part of the document deals in detail with a number 
of issues which have already been raised in the first half of 
the document and on which OFTEL would welcome views. 
The issues include: 

• how OFTEL should calculate network charges in 
the determination process given BT’s retail tariffs 
are not currently aligned with costs 

• the extent to which OFTEL should get involved with 
BT’s cost apportionment process 

• the detailed information requirements for accounting 
separation 

• when other operators should be required to publish 
information similar to that being called for from BT 

Calculating network charges 

49 This section is concerned with how OFTEL should 
calculate network charges when it makes a determination in 
order to ensure they are non discriminatory with respect to 
BT’s retail prices. Discrimination arises if a competitor 
faces a network charge which is different to the charge 
which BT-Network charges BT-Retail for the same service. 
A purely cost based approach to calculating network 
charges could lead to this problem because BT’s retail 
tariffs are averaged across the country, whereas the costs of 
its network vary depending on the elements of the network 
used and the volume of traffic. This problem could also 
arise where BT-Retail offers a discount on its tariff or 
changes its tariff structure but BT-Network does not offer 
an appropriate discount on the related network charge 
(discussed at paras 31-34). 

50 As explained in paragraph 21 , BT’s retail tariffs are not 
at present aligned directly with its costs, even after taking 
account of the implicit contributions to the funding of the 
access deficit. In these circumstances the basis for 
calculating network charges has some important 
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implications for the way in which competition might be 
encouraged to develop. There are two features of BT’s tariff 
structure that are particularly relevant in this respect. First, 

BT charges on an average basis, so that its tariffs in any 
particular geographical area are not related to the costs of 
providing service in that area. Secondly, BT determines 
which calls are local and which national on the basis of its 
local call charging areas which have little relevance to the 
structure of the modern network. 

51 There are several bases on which network charges could 
be calculated. One approach could be for each operator 
interconnecting with another to pay exactly the costs 
(however defined) which its use of the other’s network 
imposed. When one interconnecting operator provided 
particular transmission and switching services to another, 
the payment would represent an estimate of the cost of the 
network components. Example of components might be the 
minutes of usage of the local, junction or trunk switch or of 
the long distance, junction or local transmission system. 

The costs of these components would be likely to depend 
not only on the particular technology and network topology 
employed but also on the amount of traffic in the area or on 
the particular route being used, since economies of scale 
would lead to lower unit costs as more traffic was conveyed 
or switched. 

52 The main difficulty with this approach is that the 
resulting network charges could bear little relationship to 
BT’s retail tariffs. This would create anomalies between 
retail tariffs and network charges, and put pressure on retail 
tariffs to be deaveraged. If, as an alternative, component 
charges were averaged, so that, for example, the use of a 
BT trunk switch would cost the same no matter where in the 
country it was being used, there might be a closer 
relationship between network costs and retail tariffs. 
However, this would not solve the problem if the cost of the 
components needed to convey a particular call within the 
BT system summed to an amount greater than BT’s 
averaged retail tariff. This could occur, for example, in 
densely populated major conurbations, where more switches 
are used on average for a local call than in other parts of the 
country. This is likely to be a particular concern for a local 
competitor, such as a cable television company. 

53 A solution to this problem might be to price the network 
on the basis of the average function costs rather than 



component costs. Function costs would reflect the costs of 
conveyance between specified parts of the network (eg the 
point of interconnection with the BT network to a BT 
customer) irrespective of the number of network 
components used. This means there would be an average 
local network charge no matter the local area in the country 
where the interconnection occurred. There would be a risk 
in this approach of reducing the incentives for efficient 
interconnection, as an operator might not wish to 
interconnect with BT at the closest point to the customer if 
it faced a similar charge for connecting at a central and 
remote point. This would mean that if the competitor to BT 
were able to construct a more efficient network, some of 
these efficiencies would be lost. This problem could arise 
for both local and long distance operators. 

54 While tariff structures might be expected to become 
aligned with costs over time, for such a change to occur 
immediately is not regarded by OFTEL as being desirable. 
OFTEL believes that, in its determinations, it should calculate 
network charges in such a way that the combination of 
components purchased from BT by a competitor would not 
lead to undue distortions between network charges and retail 
tariffs. OFTEL would welcome views on this proposed 
approach and on the level of disaggregation which should be 
applied in costing BT’s network. 

55 If interconnection charges were to be set on such a 
basis, it would be necessary to make further 
adjustments to the charges in order that in aggregate 
no over or under recovery of costs by BT would be 
expected. Since reductions in charges would be 
appropriate in some circumstances to reflect the effects 
of BT’s retail charging structure, increases might be 
necessary in either specific charges or the average level 
of charges to allow cost recovery. OFTEL would 
welcome views on network charges. 

Cost apportionment methodology 

56 One of the consistent concerns raised about 
interconnection charges in the past has been the lack of 
transparency in the way BT apportions costs to different 
activities. This is of particular concern given that only 
20% of BT’s costs are directly allocated to services. 

OFTEL ’s view is that if the full benefits of greater 
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transparency and accounting separation are to be achieved, 
it will be necessary to make more information publicly 
available on BT’s cost apportionment methodology. 

57 The paper that BT will be publishing in June will 
describe the methodology it uses to apportion costs and 
should make the process more transparent. 

58 A question which requires consideration is whether 
OFTEL should be more closely involved in BT’s cost 
apportionment. At present BT’s auditors state whether in 
their opinion the methods of allocation of costs, assets and 
liabilities are reasonable and whether the FRBS has been 
properly prepared. OFTEL has no role in the setting of 
principles or basis on which the allocation process is 
based. OFTEL does have a role in assessing the relevance 
of items of cost for inclusion in interconnection charges, 
but the base data used for this purpose are derived from 
the FRBS. 

59 OFTEL could become further involved if it were to 
lay down the principles which BT should follow in 
apportioning its costs. OFTEL expects that many of the 
principles would probably be those already followed by 
BT itself. For example, BT’s existing cost apportionment 
methodology adopts the principle that causal links should 
form the basis of cost apportionment. This means, for 
example, that the allocation of plant costs to the access 
service is based on the number of exchange lines which 
give rise to the costs. The principle of causality is 
important because it should reduce to a minimum the 
overheads that are left to be allocated on a non specific 
basis. 

60 There may however be important additional principles 
that such an approach would oblige BT to follow. For 
instance, a principle to which OFTEL attaches importance 
is that comparisons can be made over time in the financial 
perfonnance of BT’s services. For such comparisons to be 
meaningful the cost apportionment methodology must be 
consistent, but if, exceptionally, changes are made (for 
example to improve the accuracy of the apportionment) 
the effect on prior years’ results should be shown. 

61 A further degree of involvement by OFTEL could 
include setting down the types of bases used to establish 
causal links - for example call durations for allocating 
some local exchange costs. Indeed, OFTEL could set 



down the bases themselves - rather than just the types of 
bases - or even actually undertake the cost apportionment. 

62 Setting the bases of cost apportionment would require a 
substantially higher level of input by OFTEL. It is questionable 
whether this would result in a benefit in terms of improved cost 
apportionment sufficient to outweigh the costs involved and it 
would herald very detailed regulatory involvement. OFTEL ’s 
view is that its objectives, of ensuring an appropriate cost 
apportionment process and giving operators confidence in the 
process, would be met if it were involved in laying down the 
principles on which the methodology was based and the types 
of co.st apportionment bases which BT should follow. OFTEL 
would expect these principles to be applied consistently and in 
line with generally accepted cost apportionment practice. It 
proposes to seek licence modifications to this effect. A 
suggested set of principles and types of cost apportionment 
bases is at Annex A. 

63 OFTEL considers that the cost apportionment 
principles and types of cost bases should be published 
and BT’s auditors should confirm that they had been 
followed. OFTEL would reserve the right to have the 
apportionment methodology and the resulting costs 
investigated by its own appointed accountants. 

64 OFTEL would propose to seek appropriate 
modifications to BT’s licence specifying OFTEL’s role in 
laying down principles and types of cost bases, the role of 
BT’s auditors and its own investigative role. 

65 OFTEL would welcome views on the suggested set 
of principles and types of cost apportionment bases at 
Annex A. 

Accounting requirements 

66 This section discusses the detailed accounting 
requirements for the separate accounts of BT-Network, 
BT-Retail and Access businesses. 

67 The FRBS discloses accounts for business and 
residential access, local, national and international calls, 
public payphones, private circuits, apparatus supply 
business, and other non regulated UK and international 
activities. The FRBS is not published on a routine basis 
and when the systems business elements were published in 
the context of the 1992 consultative document on BT’s 
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price controls criticisms were made about its lack of 
transparency. 

68 OFTEL takes the view that, for third parties to have a 
real understanding of BT’s costs, information is required 
at the same level of detail as that required for statutory 
company accounts. This inforaiation should be prepared 
according to accepted accounting standards insofar as they 
are relevant. 

69 BT could disclose the proposed separate accounts in 
a single accounting statement, similar to the FRBS, 
showing the wholesale, access, regulated retail and non 
regulated retail accounts. In the extreme, it could report 
on each activity as though it were a separate company 
required to produce accounts which complied with the 
Companies Act requirements and recognised accounting 
standards, insofar as they were relevant. It is OFTEL’s 
view that a single statement would obscure the 
performance of BT-Network and Access activities, which 
are the key areas of concern. 

70 On the other hand, for BT-Retail it would seem 
appropriate to continue with the current FRBS categories 
for as long as they are relevant. This would mean separate 
reporting of local, national and international calls, public 
payphones, private circuits, the apparatus supply business, 
and non regulated UK and international activities. 
However, detail would be needed for both the BT- 
Network and Access reports and Annex B proposes what 
the level of this should be. The BT-Network, BT-Retail 
and Access accounts would also record the total transfer 
payments made to and from BT businesses. 

71 The question also arises as to how much of this 
information should be published. OFTEL has powers to 
seek accounting infonriation sufficiently disaggregated for 
its regulatory role. The development of standard 
interconnection charges should also lead to the disclosure 
of the costs of individual services. Against the 
requirement to promote effective competition, and to 
ensure that the proposed arrangements do not impose costs 
on BT which would outweigh the benefits to be gained, 
there is also the need to consider concerns about 
commercial confidentiality. OFTEL’s intention is that the 
transparency requirements developed in this document 
should apply to all operators who have market power (see 
also paragraphs 74 to 76). 



72 OFTEL’s preliminary conclusion is that for BT- 
Network and Access Accounts, separate reports should 
be compiled and published annually consistent with 
Companies Act requirements and accepted accounting 
standards, in so far as they are relevant, supplemented 
with sufficient detail to enable the extent of common 
overhead allocation to be identified. For BT-Retail, a 
single accounting statement should be published which 
disaggregates the regulated activities and summarises 
the non regulated activities, supplemented with 
detailed notes similar to those produced for the BT- 
Network and Access accounts. OFTEL is proposing 
licence modifications to give effect to these proposals, 
further details of which are at Annex B. 

73 OFTEL would welcome views on these conclusions 
and where the balance should lie between concerns 
about commercial confidentiality and the need for 
transparency to promote effective competition, 
recognising that, in due course transparency 
requirements will be imposed on all operators with 
market power. OFTEL considers that the benefits of 
the proposed arrangements would outweigh the costs 
incurred by BT, but would welcome comments. 

Information symmetry 

74 This document has inevitably largely focused on the 
provision of information on BT’s costs and revenues. 
However, the question does arise as to when similar 
information should be made available by third parties for 
interconnection purposes. 

75 BT’s dominant position in all areas of the network 
means that BT is inevitably the immediate focus of 
OFTEL’s regulatory concerns. However, once it could be 
demonstrated that another operator had significant market 
power, similar regulatory controls could be appropriate for 
it as well. The manner in which the existence of 
significant market power is established is clearly crucial. 

A 25% market share (in general terms the test prescribed 
by section 7 of the Fair Trading Act 1973 for establishing 
the existence of a monopoly situation in relation to the 
supply of services) appears an appropriate point at which 
to consider whether regulatory controls should be applied 
to any other operator who achieves that market share. 
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76 Views on the appropriateness of the 25% market 
share test would be welcomed as would any suggestions 
for different tests which might be applied. 

SUMMARY 

77 The key statements and proposals made by OFTEL in 
this document are the following; 

(a) OFTEL’s overall objective is to obtain the best 
possible deal for the end user in terms of quality, 
choice and value for money (paragraphs 1 and 16). 

(b) The terms and conditions on which other operators can 
interconnect with BT’s network are of vital importance 
to the further development of a competitive 
telecommunication market in the UK, particularly as 
BT has about 97% of local terminations and the most 
fully developed long distance network in the UK 
(paragraphs 2 and 6-11). 

(c) The proposals in this document will be relevant for 
interconnection arrangements for the next four to five 
years as a competitive market becomes more fully 
established (paragraph 3). 

(d) OFTEL considers interconnection arrangements should 
meet certain key criteria: 

• Arrangements should be transparent. Charges 
should be published and operators should be able to 
understand how charges relate to costs. 

• Charges should be set at levels which are both 
efficient and sustainable. 

• Arrangements should not be unduly discriminatory 
either between competing operators or between BT 
and other operators. 

• Sufficient information should be available to give 
operators confidence in the arrangements under 
which they interconnect with BT. 

(Paragraphs 4 and 17). 

(e) OFTEL believes these criteria can best be met through 
accounting separation. Accounting separation will 
involve transfer changing arrangements between 
different parts of BT’s business. Although BT’s tariffs 
are not at present fully aligned with its costs, OFTEL 



does not believe this is a barrier to accounting 

separation (paragraphs 21 to 23). 

(f) OFTEL’s preferred approach is separate accounting for 
BT’s Network, Retail and Access (connections and 
rentals) businesses. It believes these accounts should 
be based on a transparent cost apportionment process, 
suitably disaggregated, include transfer charges and be 
published annually. Some information should be 
provided by the end of 1993/4 although full separate 
accounts may take longer. Appropriate licence 
modifications will be sought to give effect to these 
proposals (paragraphs 26 to 30). 

(g) To ensure there is no undue discrimination, OFTEL is 
proposing a licence modification to require BT, before 
introducing new retail prices, to publish its network 
charge and make that charge available to all 
interconnecting operators on a similar basis. OFTEL 
intends to seek this licence modification as a matter of 
priority (paragraphs 31 to 34). 

(h) OFTEL views the retention of the incentive properties 
of price control as very important but does not regard 
these as being fundamentally at risk through the 
adoption of accounting separation in the period until 
July 1997 when the next price controls expire 
(paragraphs 38 to 47). 

78 The document then invites views on the following 

issues: 

(a) On what basis should OFTEL calculate network 
charges in the detemiination process, given that BT’s 
retail tariffs are not currently aligned with costs, and 
taking account of the need to ensure that 
interconnection charges generally allow BT to recover 
its costs in aggregate (paragraphs 49 to 55). 

(b) Are the principles and types of cost apportionment bases 
which OFTEL is proposing to lay down appropriate? 
OFTEL is also proposing licence modifications 
specifying its own role in laying down the principles of 
accounting to be followed, the role of BT’s auditors and 
its own investigative role (paragraphs 56 to 65 and 
Annex A). 

(c) What should be the accounting requirements for BT- 
Network, BT-Retail and the Access Account, taking 
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account of commercial confidentiality and the 
requirement of greater transparency (paragraphs 66 
to 73 and Annex B)? 

(d) At what point should operators other than BT also be 
required to provide equivalent information? OFTEL’s 
view is that such a requirement should be related to 
market power and invites views on how this concept 
should be measured (paragraphs 74 to 76). 

79 OFTEL recognises the need to introduce accounting 
separation as quickly as is practically possible. Comments 
on the proposals should therefore be received by 16 July 



1993 and sent to: 

Mr C Wobschall 
OFTEL 
Room 218 
50 Ludgate Hill 
LONDON EC4M 7JJ 

OFTEL’s intention is to make submissions available in the 
OFTEL library unless commentators expressly indicate that 
their comments should not be published. 
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Annex A 



BT'S COST APPORTIONMENT METHODOLOGY: PRINCIPLES 

TO BE ADOPTED 



A Introduction 

BT should follow the principles listed in this paper in 
preparing its separate accounts under accounting separation. 
Whereas turnover is mainly directly allocatable to services 
and hence separate accounts, the majority of BT’s costs and 
capital employed require apportionment, because the costs 
are shared by different services. This paper specifies the 
principles to be adopted by BT and the application of those 
principles to the different categories of costs. 

B Principles 

The oveniding principle is that costs should be apportioned 
to services as far as possible by means of a causation or 
activity based approach. Apportionment on a basis not 
driven by the activity to which the costs relate should be 
avoided. The amount of overheads required to be 
apportioned on an arbitrary basis, because there is no 
particular activity to which they can be related, should be 
kept to an absolute minimum. The allocation of indirect 
costs should be achieved by: 

• identifying the activities that comprise a particular 
service or product 

• determining the relationships between activities and 
resources consumed 

• allocating costs to activities on the basis of the 
resources consumed 

• pooling costs that cannot be related on a causation 
basis to activities and allocating them normally in 
proportion to other costs 

There are three other important principles which should be 
adopted: transparency, consistency and materiality. 
Transparency means that BT should, in addition to 
publishing its current methodology, publish updated 
versions of that methodology when changes are made. 
Consistency means that the same bases of allocation should 
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preferably be used from year to year. Where there are changes 
BT should restate the previous two or three years’ accounting 
statements on the new bases, so that short-term trends can be 
measured. Materiality means that the use of specific allocation 
bases may not be necessary if the effect on the allocation is not 
material to the outcome. Of course, it may not be possible to 
measure the effect without adopting an alternative basis and, in 
cases of doubt, the most appropriate activity related cost 
apportionment basis should be used. 

C Direct apportionment 

Where possible cost should be attributed directly to a service, 
for example direct materials and pay. 

D indirect apportionment 

Indirect costs fall into two main groups: those that can be 
related to an activity to which direct costs have been allocated 
and those that are such general or common costs that they 
cannot be related to particular activities. This latter group 
should be kept to an absolute minimum amount and is likely to 
be of the character of ‘corporate overheads’. In order to derive 
the apportionment bases sampling techniques may be used, as 
long as these are based on appropriate statistical techniques, 
which result in an immaterial margin of error. 

(i) Plant costs 

These costs relate to the maintenance and depreciation of 
exchange equipment, local lines and transmission. The costs 
should be allocated to services on the basis of the activity to 
which they relate. Thus, for example, the costs of local access 
lines should be allocated to the Access business, and 
transmission and exchange equipment should be allocated to 
the activity for which they are used, for example trunk calls, 
and should be apportioned on an appropriate basis, for example 
call minutes. 
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(il) Plant related costs 

These are costs related to plant activities, such as testing 
and power, and should be allocated in the same proportion 
as the plant costs to which they relate or on another basis 
which relates the cost directly to a service. Examples of 
cost apportionment bases in this category which may be 
appropriate are listed at Annex A(i)(a). 

(Hi) Other apportioned costs 

These costs are listed at Annex A(ii) and should be 
apportioned to services on the basis of a related activity. 
Thus, for example, it might be more appropriate to 
apportion costs related to staff, such as personnel costs, on 
the basis of the number of staff employed in a service, 
rather than on the basis of pay. Examples of cost 
apportionment bases in this category which may be 
appropriate are listed at Annex A(i)(b). 

(iv) General overheads 

General, or corporate, overheads for which it is not 
possible to identify a causal link to specific products and 

A(i) Main Cost Apportionment Bases 

Cost apportionment bases 

(a) Plant related costs 

1 Local lines • population numbers (business 

residential, public payphones, 
private circuits etc.) 

• route lengths 

2 Local exchanges • customer numbers 

• call numbers 

• call durations 

3 Transmission • circuit numbers 

• circuit lengths 

4 Main exchanges • call minutes 

(h) Other apportioned costs 

1 Operator Services • survey of type of enquiry 

• surveys of time taken to deal 
with enquiries 

2 Marketing & Sales • staff surveys 

• publicity/market research 
campaign analysis 

• sales force orders analysis 

3 Finance & Billing • bill numbers 

• analysis of billing queries 

• staff surveys 



services should be apportioned on the basis of all other costs, 
except where independent accountants have prepared a report 
demonstrating that an alternative basis or bases would be 
more appropriate and the Director General of 
Telecommunications has agreed the basis or bases 
recommended in that report. 

(v) Fixed assets and other capital 
employed 

Fixed assets should be allocated to services on the same basis 
as the related operating costs. Current assets and current 
liabilities should be directly attributed to services where 
possible. For those that cannot be directly allocated an 
appropriate activity related cost apportionment basis should 
be derived. For example within the debtors category separate 
apportionment bases should be calculated for each type of 
income debtor, payroll debtor, other debtors and so on. 
Another example is that interest earned on investments might 
be apportioned on the basis of operating profit. 

E Audit 

BT should obtain a report from its auditors stating that the 
principles listed in this paper have been adopted in the 
allocation of costs to BT’s services. The Director General of 
Telecommunications will reserve the right to appoint his own 
accountants to investigate and confirm the appropriateness of 
the cost apportionment bases and to confirm or otherwise the 
conclusions reached by BT’s auditors. 

A(ii) Main items included in other apportioned costs 

Provision & Installation 

Maintenance 

Depreciation 

Operator Services 

Systems Support 

Planning & Development 

Supplies 

Transport 

Marketing & Sales 

Finance & Billing 

Computing 

Accommodation 

Personnel & Admin 

General Management & Other 

Other Trading Activities 
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Annex B 



BT's ACCOUNTING REQUIREMENTS UNDER ACCOUNTING 

SEPARATION 



Introduction 

B1 This annex addresses the accounting disclosure 
requirements for BT for each of its separate activities under 
the accounting separation OFTEL intends to implement 
through changes to BT’s licence. The aim is to make 
public as much information as necessary as part of the 
process of ensuring that there is no undue discrimination 
between BT and its competitors, as well as among 
competitors. BT produces licence accounts, including the 
FRBS, for OFTEL under its existing licence. The extent of 
additional accounting information which BT should be 
required to prepare and have audited should be no more 
onerous than is necessary in OFTEL’ s view to help achieve 
the objectives set out in this document. 

Forms of account 

B2 One way for BT to disclose the proposed separate 
accounts would be to produce a single accounting 
statement, similar to the FRBS, showing the BT Network, 
access, regulated retail and non regulated accounts. The 
other extreme would be to treat each separate activity as 
though it were a separate company required to produce 
accounts which complied with the Companies Act 
requirements and accounting standards, in so far as these 
were relevant. It is OFTEL’s view that a single statement 
would tend to obscure the perfomiiance in the key areas of 
■>ncern, namely the network and access activities. Retail 
■OLints, both regulated and non regulated, have the retail 
lent in common and thus it might be more difficult to 
fy the extra burden on BT of producing separate 
ted accounts for each of these. It is OFTEL’s view that 
should be required to produce separate audited 
;ounts for the network and access activities, which 
iOuld conform to the requirements of the Companies Act 
or statutory accounts and accounting standards, in so far as 
these are relevant. (For example, it would not be relevant 
to produce shareholding details for each account as these 



would relate only to BT as a whole and would be disclosed in 
BT’s Group accounts). 

B3 In addition to separate network and access accounts, there 
should be a single set of financial statements for BT’s other 
regulated retail activities and summarised accounts of BT’s 
non regulated activities, which should also disclose the detail 
required by the Companies Act and accounting standards, 
again in so far as this is relevant. The existing split in BT’s 
FRBS for retail activities should be retained in so far as it 
remains meaningful. Thus there should at least be separate 
disclosure of local, national and international calls, public 
payphones, private circuits, the apparatus supply business, and 
non regulated UK and international activities. 

Audit 

B4 Each set of financial statements should be audited by BT’s 
auditors. The audit report should address the issue of cost 
apportionment principles as discussed at Annex A of this 
document. The rest of the audit report should conform to 
standard auditing practice, now embodied in the new Statement 
of Auditing Standard on 'The auditors’ report on financial 
statements' and give a “true and fair view” opinion. The 
advantage of such an opinion is that it is generally accepted as 
assurance that the accounts are not materially misstated. 

Level of detail 

B5 The application of Companies Act and accepted 
accounting standards disclosure requirements will not lead to 
the disclosure of detail relevant to enable comparisons to be 
made between the network costs which BT faces and those 
faced by competitors. Thus the network account would need to 
distinguish between these costs both in total and for the costs 
of network segments and other network services. Examples of 
the latter would include premium rate services, numbering 
databases and directory enquiry services. The accounts 
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should also disclose separately the costs of providing 
network services to BT itself and to other operators. There 
may also be differences between the way that BT chooses 
to disclose its capital employed for the puiposes of 
calculating the rate of return. It is OFTEL’s view that a 
full balance sheet should be published and OFTEL’s 
definition of capital employed and the return on that capital 
employed should be disclosed separately in a note. A 
suggested Profit and Loss account and Balance Sheet for 
the network account are shown at Annexes B(i) and B(ii), 
with the relevant notes on capital employed. It should be 
noted that the Capital, reserves, loans etc line in the balance 
sheet is simply a balancing item, as the meaningful 
disclosure of share capital would properly be in the main 
Companies Act accounts. 

B6 A suggested note on the average cost of individual 
network services to competitors is at B(iii); there would 
also be a similar note covering the costs that BT itself 
faces. A suggested note 5 would also show the cost of the 
required return on capital employed. Network services 
details are confined to average unit costs and do not 
disclose, for example, time of day variants. OFTEL’s view 
is that interested parties should be able to relate the average 
costs to any variants that are disclosed in agreements and 
determinations and in BT’s published transfer charges and 
that to disclose every individual cost in the financial 
statements would make them unduly detailed. 

Annex B(i) 

BT NETWORK PROFIT AND LOSS ACCOUNT 

for the year ended 31 March 19xx 



Notes 



Turnover: Other operators 

BT’s retail activities 

Operating 

costs: Other operators 3(a) 

BT 3(b) 

Operating profit 



19 XX 1 9 XX 
£m £m 

X X 

X X 

X X 

X X 

X X 

X X 



Return on Mean Capital Employed 

Operating profit 

Capital Employed (Note 4) 

Return on Capital Employed 



X 

X 

% 



X 

X 

% 



B7 A key aspect of BT’s costs is the level of common cost 
apportionment and in OFTEL’s view it would be useful for 
making comparisons with other operators if the plant 
related costs and common costs were separately identified. 
This is reflected in Annex B(iii). 

B8 The Access profit and loss account would need to 
disclose separately the access deficit contributions from BT 
itself and from other operators, again so that useful 
comparisons can be made. There would also need to be a 
note disclosing the contribution per minute for different 
types of traffic. The balance sheet would be similar to the 
one for the Network account. A suggested Profit and Loss 
account is at Annex B(v). 

Annex B(ii) 

BT NETWORK BALANCE SHEET 
at 31 March 19XX 



Assets employed 

Tangible fixed assets 

Current assets 

Stocks 

Debtors 

Cash at bank and in hand 

Total current assets 



Notes 19 XX 19 XX 
£m £m 

X X 

X X 

X X 

X X 

X X 



Creditors: amounts falling due within one year 

Loans and other borrowings (x) (x) 

Other creditors (x) (x) 

Net current assets X X 



Total assets less current liabilities x x 

Financed by 
Provisions for liabilities 

and charges X x 

Capital, Reserves, loans and other 

long-term borrowings X X 

Profit and loss account x x 



(See note 4) 



X X 



Noted: Calculation of Capital Employed 

Total assets less current liabilities X X 

less: provisions (except for restructuring) X X 

add: dividends payable X X 

X X 

Mean capital employed X 
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other accounts 



Conclusion 



B9 Although OFTEL is proposing the disclosure of the 
results of other accounts in a single set of financial 
statements, specific disclosure requirements would be 
needed so that meaningful comparisons may be made with 
the perfonnance of BT’s retail activities and particularly 
the distinction between network and retail costs, A 
suggested level of disclosure is given in Table B(vi). 



BIO It is OFTEL’ s view that the level of detailed 
accounting disclosure proposed in this document should be 
published by BT and that audit reports should be produced 
for BT’s separate financial statements, covering both the 
cost apportionment methodology and a standard audit 
opinion. It is also OFTEL’s view that the costs of 
providing the detailed disclosure proposed would not 
outweigh the benefits to consumers that would be derived. 
OFTEL would welcome comments on the forms of 
financial statements proposed in this paper. 



Annex B(iii) 

BT NETWORK ACCOUNT: Note 3(a): Average costs of services provided to other operators 



Plant 


Overheads 


Total operating 


Capital costs 


Total 


Volume 


Cost per 






costs 


(Note 5) 


cost 


(minutes) 


minute 


£m 


£m 


£m 


£m 


£m 




£m 



(i) Volume related costs: 

Local Switching 
Local Transmission 
Trunk Switching 
Trunk Transmission 
DQ Customer information 
999/112 Service 
Premium Rate and Linkline 
Directory Assistance 
International Directory Assistance 
National Operator Assistance 
International Operator Assistance 
Transfer charge calls 

'ii) Not volume related: 

Connections: Inter building 
Intra building 
Mid-Span 

Data management amendments 
Numbering database 

Total costs XXX X X 

(as per P&L account) 
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Annex B(iv) 

BT NETWORK ACCOUNT: Note 5 



Annex B( v) 

ACCESS PROFIT AND LOSS ACCOUNT 

for the year ended 3 1 March 19xx 



Mean Percentage Capital 

Capital return on costs 

entployed Capital 

£m % £m 

Local Switching 
Local Transmission 
Trunk Switching 
Trunk Transmission 
DQ Customer information 
999/112 Service 
Premium Rate and Linkline 
Directory Assistance 
International Directory Assistance 
National Operator Assistance 
International Operator Assistance 
Transfer charge calls 
Connections: Inter building 
Intra building 
Mid-Span 

Data management amendments 
Numbering database 

Totals 





Notes 


19 XX 


19XX 






£m 


£m 


Turnover: 








Retail 




X 


X 


Access deficit contributions: 








BT 


5 


X 


X 


Other operators 


5 


X 


X 






X 


X 


Operating Costs 


2 


X 


X 


Loss before taxation 




X 


X 


Cost of Capital 


3 


X 


X 


Access Deficit 




X 


X 



Note 3 

Total Capital Employed (see Note 4) X 

Percentage return on capital employed % 

Capital costs X 

[NB a note will break down business and residential access] 

Balance Sheet 

Format as for Network account, including Note 4. 

Note 5 

Disclosure of access deficit contributions per minute for 
different types of traffic. 
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Annex B( vi) 

BT RETAIL 

LOCAL CALLS RETAIL ACCOUNT 
for the year ended 3 1 March 19XX 



Notes 


19 XX 19 XX 
£m £m 


Turnover 


X X 


Operating Costs: 
BT network 


X X 


Payments to other operators 
BT retail 


X X 

X X 


Access Deficit Contribution 


X X 


Operating Profit 


X X 


Employee profit share 


(X) (X) 


Net short term interest 


X X 


Profit before taxation 


X X 



Return on Mean Capital Employed 



Operating profit 
Capital Employed (Note 4) 


X X 

X • X 


Return on capital employed 


% % 


Balance Sheet 





Format as for BT Network Account, including Note 4 

[NB. This format would be followed for all retail accounts, 
except that Access Deficit Contribution would not be 
relevant for services not making a contribution] 
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